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The World Economy 
T h e w o r l d e c o n o m y i s i n a 
p r e c a r i o u s c o n d i t i o n . There a r e 
a number of t e n d e n c i e s p r e s e n t , 
any one of w h i c h , i f i n t e n s i f i e d , 
c o u l d p r e c i p i t a t e a m a j o r 
d i s r u p t i o n o f i n t e r n a t i o n a l 
t r a d e . A l l of t h e m f l o w , 
d i r e c t l y or i n d i r e c t l y , from t h e 
o i l p r i c e i n c r e a s e s of 1979 and 
1 9 8 0 . The f i r s t i s t h a t t h e 
e x t e r n a l t r a d e s u r p l u s e s r e a l i s e d 
by t h e OPEC c o u n t r i e s mean t h a t 
o t h e r c o u n t r i e s h a v e i n c u r r e d 
l a r g e c o u n t e r p a r t t r a d e d e f i c i t s . 
F o r t h e n o n - o i l d e v e l o p i n g 
c o u n t r i e s t h e a d d i t i o n a l b u r d e n 
of d e b t w i l l s l o w t h e i r g r o w t h 
and i n some c a s e s w i l l l e a d t o 
d e f a u l t , as has a l r e a d y happened 
w i t h P o l a n d . The l e n d i n g banks 
may h a v e b e e n o v e r g e n e r o u s w i t h 
t h e i r l o a n s , b u t t hey w i l l not be 
a l o n e i n s u f f e r i n g t h e e f f e c t s of 
f i n a n c i a l d i s r u p t i o n . C o n f i d e n c e 
i s an e s s e n t i a l , e v e n i f a 
f r a g i l e a n d i n t a n g i b l e , 
i n g r e d i e n t i n t h e e f f e c t i v e 
o p e r a t i o n of t h e w o r l d e c o n o m y ; 
when i t i s d e s t r o y e d , t h e e f f e c t s 
on a l l f o r m s o f t r a d e a r e 
c a t a s t r o p h i c . As f o r t h e 
d e v e l o p e d c o u n t r i e s , a s we h a v e 
no ted b e f o r e , g o v e r n m e n t s i n a l l 
t h e major c o u n t r i e s a r e p u r s u i n g 
much t i g h t e r mone ta ry and f i s c a l 
p o l i c i e s t h a n t hey d id l a s t t i m e 
r o u n d . As a r e s u l t , r e a l 
i n t e r e s t r a t e s have r i s e n s h a r p l y 
and a r e s t i l l r i s i n g . Whether 
t h i s i s t h e r i g h t p o l i c y t o 
p u r s u e i s k e e n l y d e b a t e d . What seems more c e r t a i n i s t h a t o i l and energy 
p r i c e s p a i d by c o n s u m e r s i n t h e d e v e l o p e d c o u n t r i e s h a v e s t i l l n o t r i s e n 
s u f f i c i e n t l y t o e n c o u r a g e e n e r g y s a v i n g p r a c t i c e s . F a c e d w i t h t r a d e 
d e f i c i t s p l u s d o m e s t i c unemploymen t , many g o v e r n m e n t s of deve loped c o u n t r i e s 
may be t e m p t e d t o i n t r o d u c e p r o t e c t i o n i s t m e a s u r e s . I f t h e gove rnmen t of 
any major i n d u s t r i a l i s e d c o u n t r y were t o g i v e in t o such p r e s s u r e s e x t e n s i v e 
t r a d e wa r s c o u l d e n s u e which m i g h t s e v e r e l y damage t h e h e a l t h of t h e wor ld 
e c o n o m y . F i n a l l y t h e c u r r e n t s u r p l u s of c r u d e o i l i s p a r t l y t h e r e s u l t of 
S a u d i A r a b i a ' s d e c i s i o n t o i n c r e a s e i t s r a t e of p r o d u c t i o n . S h o u l d t h i s 
d e c i s i o n be r e v e r s e d , t h e p r i c e of o i l c o u l d r i s e o n c e a g a i n w i t h h a r m f u l 
s h o r t - r u n e f f e c t s on c o n f i d e n c e , a l t h o u g h p e r h a p s w i t h d e s i r a b l e l o n g - t e r m 
r e - a l l o c a t i o n e f f e c t s . F r a n c e and Germany have j o i n t l y announced p u b l i c 
i n v e s t m e n t p rogrammes in e n e r g y - s a v i n g t e c h n o l o g i e s . The wor ld a s a whole 
i s r a p i d l y b e c o m i n g a w a r e of t h e new i n v e s t m e n t o p p o r t u n i t i e s c r e a t e d by 
i m p r o v e m e n t s i n i n f o r m a t i o n t e c h n o l o g y . How q u i c k l y t h e s e w i l l be r e a l i s e d 
d e p e n d s on t h e i r b e i n g no f u r t h e r d i s r u p t i o n s t o t h e w o r l d economy in t h e 
n e a r f u t u r e . 
In t h e U n i t e d S t a t e s , t h e F e d e r a l R e s e r v e B o a r d h a v e r e a f f i r m e d t h e 
c o n t i n u a t i o n of t i g h t m o n e t a r y p o l i c i e s , w h i c h h a s c o n t r i b u t e d t o t h e 
p r e s e n t h i g h l e v e l of i n t e r e s t r a t e s . However, a r e t u r n t o l o w e r r a t e s i s 
e x p e c t e d l a t e r i n t h e y e a r i n r e s p o n s e t o s l o w e r economic g r o w t h . In t h e 
new A d m i n i s t r a t i o n ' s b u d g e t , r e a l g r o w t h of l i t t l e more t h a n 1% was 
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a n t i c i p a t e d for the year 1981. Expec ta t ions of slower growth in the l a t t e r 
h a l f of t h e y e a r a r e s u p p o r t e d by the b e h a v i o u r of t h e index of l e a d i n g 
i n d i c a t o r s . Having increased in each of s ix consecut ive months t o November 
1980, i t has e x p e r i e n c e d a d e c l i n e of l e s s than 1? in each of t h e t h r e e 
subsequent months. The s i m i l a r i t i e s between Pres ident Reagan's proposals 
f o r t a x and e x p e n d i t u r e c u t s and t h e p o l i c i e s i n t r o d u c e d by t h e 
Conservat ives in the UK in 1979 are s u f f i c i e n t l y s t rong for most independent 
observers to be s c e p t i c a l of t h e i r chances of success . 
Because of i t s f a s t e r adjustment to the 1979 o i l p r i ce i n c r e a s e s , Japan has 
been a b l e t o l ower i t s i n t e r e s t r a t e a t a t ime when r a t e s e l s e w h e r e a re 
s t i l l r i s i n g . A 1% cu t in t he bank r a t e to 6.25? was announced in mid-
March, the t h i r d decrease in the pas t twelve months. The i n f l a t i o n r a t e i s 
f a l l i n g from a peak of 8%, w h i l e t he t r a d e b a l a n c e has moved back i n t o a 
s u b s t a n t i a l s u r p l u s . The growth r a t e of GNP i s expected to f a l l from over 
4.5? in 1980 to around 3? in 1981. 
An o f f i c i a l f o r e c a s t e a r l i e r t h i s year s u g g e s t e d t h a t West Germany might 
e x p e r i e n c e a f a l l of r e a l GNP of up to 1$ d u r i n g t h e y e a r . However, t h i s 
would be accompanied by a slowdown in t h e r a t e of i n f l a t i o n t o l e s s than 5%. 
The coun t ry ' s e x t e r n a l account d e f i c i t has proved more i n t r a c t a b l e than had 
e a r l i e r been supposed. The government are hoping t h a t the lower i n f l a t i o n 
r a t e accompanied by " r e s p o n s i b l e " wage s e t t l e m e n t s w i l l l e a d t o an 
inves tmen t - l ed recovery l a t e r in t he year . 
In France, i n f l a t i o n cont inues to run a t over 11? and unemployment remains 
high. However a p o s i t i v e r a t e of growth of r e a l GNP of over 1.5? i s s t i l l 
e x p e c t e d . I t i s u n l i k e l y t h a t t h e r e w i l l be any major s h i f t in economic 




The r e c e n t b u d g e t i s l i k e l y t o 
f u r t h e r d e p r e s s t h e l e v e l of 
a c t i v i t y in t h e UK economy. The 
d e g r e e a n d d u r a t i o n o f t h e 
i n d u c e d d e f l a t i o n a r e a m a t t e r 
f o r d e b a t e , b u t a m o n g s t t h e 
s h o r t - r u n e f f e c t s a r e t h e 




a f u r t h e r r e d u c t i o n i n 
a g g r e g a t e demand. 
t h e a d d i t i o n of 2% t o r e t a i l 
p r i c e s . 
a s h a r p i n c r e a s e i n t h e 
bu rden of d i r e c t t a x a t i o n . 
r e d u c t i o n s in p u b l i c f u r t h e r r e a u c u u 
c a p i t a l s p e n d i n g 
A l l seem i l l - a d v i s e d , and t h e i r 
c l a i m e d j u s t i f i c a t i o n - t h e 
r e s t o r a t i o n of o r d e r t o t h e 
p u b l i c f i n a n c e s - h i g h l y 
q u e s t i o n a b l e . The d e f l a t i o n a r y 
m e a s u r e s i n t r o d u c e d f a r o u t w e i g h 
a n y p o s s i b l e s t i m u l u s t o t h e 
l e v e l of a c t i v i t y s t e m m i n g from 
t h e MLR l e d r e d u c t i o n in i n t e r e s t 
r a t e s . 
r e a s o n a b l e m e a s u r e 
d e s t o c k i n g c y c l e and 
of c o n f i d e n c e a s 
a r e t u r n t o a more 
N o n e t h e l e s s , t h e T r e a s u r y 
p r e d i c t e d " u p t u r n " c o n s i s t s n o t 
o f g r o w t h i n t h e v o l u m e o f 
a c t i v i t y , b u t m e r e l y of a 
d e c e l e r a t i o n i n i t s r a t e of 
c o n t r a c t i o n . T h i s d e c e l e r a t i o n 
c a n b e p r e d i c t e d w i t h a 
i t r e f l e c t s t h e c o n c l u s i o n of t h e 
no rma l s t o c k o u t p u t r a t i o . But t h e 
a r e t u r n t o p o s i t i v e g r o w t h . 
c o n f i d e n t t h a t t h i s w i l l o c c u r 
c e s s a t i o n of d e s t o c k i n g i s u n l i k e l y t o i n d u c e 
N o n e t h e l e s s t h e g o v e r n m e n t r e m a i n s n c m i n  
s p o n t a n e o u s l y . T h i s c o n f i d e n c e i s f o u n d e d on t h e a s s u m e d e x i s t e n c e of a 
s i g n i f i c a n t r e a l balance e f f e c t and of an i n t e r e s t e l a s t i c inves tment demand 
s c h e d u l e . However, i n t h e p r e s e n t c o n t e x t of t h e B r i t i s h economy, n e i t h e r 
of t h e s e p r e s u m p t i o n s seem p a r t i c u l a r l y p l a u s i b l e . 
In c o n c e p t t h e r e a l b a l a n c e e f f e c t i s s t r a i g h t f o r w a r d . I t s l i n e a g e i s 
i m p r e s s i v e , s t r e t c h i n g back t o t h e l a s t of t h e g r e a t c l a s s i c a l e c o n o m i s t s , 
P i g o u . P i g o u p o i n t e d o u t t h a t when p r i c e s f a l l , t h e r e a l v a l u e ( i e 
p u r c h a s i n g p o w e r ) of p e o p l e s s a v i n g s ( t h e i r b a l a n c e s ) i n c r e a s e s . P e o p l e 
f e e l b e t t e r o f f and s p e n d m o r e , l i f t i n g t h e economy o u t of r e c e s s i o n . I t s 
q u a n t i t a t i v e i m p o r t a n c e i s q u e s t i o n a b l e , p a r t i c u l a r l y s i n c e t h e r e d u c t i o n in 
i n f l a t i o n i m p l i e s a r e d u c t i o n in t h e r a t e of i n c r e a s e of p r i c e s , r a t h e r than 
a f a l l i n t h e p r i c e l e v e l p e r s e . I t m i g h t a l t e r n a t i v e l y be a r g u e d t h a t 
t h e r e d u c t i o n of i n f l a t i o n g i v e s c o n s u m e r s more c o n f i d e n c e t o i n c r e a s e t h e i r 
e x p e n d i t u r e s due t o t h e i n c r e a s e d c e r t a i n t y w i t h which t h e i r r e a l incomes 
can be p r e d i c t e d . Aga in , however , t h e q u a n t i t a t i v e e f f e c t i s u n l i k e l y to 
be s t r o n g . 
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The b e l i e f t h a t a r e d u c t i o n in i n t e r e s t r a t e s w i l l provoke a spon taneous 
recovery in inves tment i s equal ly i l l - founded . The weight of econometric 
e v i d e n c e s u g g e s t s t h a t i n v e s t m e n t e x p e n d i t u r e s a r e not s i g n i f i c a n t l y 
i n t e r e s t e l a s t i c . Other f a c t o r s appear to be of c o n s i d e r a b l y g r e a t e r 
i m p o r t a n c e . Amongst such f a c t o r s a r e e x p e c t a t i o n s of f u t u r e t r e n d s in 
o u t p u t and t h e adequacy of t he e x i s t i n g c a p i t a l s t o c k . The ev idence on 
both counts sugges ts t h a t a s i g n i f i c a n t recovery of investment i s un l i ke ly . 
Domes t ic and e x t e r n a l demand a r e bo th l i k e l y t o remain d e p r e s s e d in t h e 
s h o r t - r u n , the former because of the sharp inc rease in d i r e c t t a x a t i o n , the 
l a t t e r because of the high l eve l of s t e r l i n g . 
Present p o l i c i e s seem highly un l ike ly to r e tu rn the UK economy to even the 
d i s m a l growth pa th of the s i x t i e s and e a r l y s e v e n t i e s . This c o n c l u s i o n , 
unwelcome though i t i s , i s made even more so by two a d d i t i o n a l f a c t o r s . 
The f i r s t i s t he g o v e r n m e n t ' s r e f u s a l to c a l l t h e i r chosen s t r a t e g y i n t o 
ques t ion even in the face of an ever deepening recess ion and of a sus ta ined 
l o g i c a l o n s l a u g h t on i t s t h e o r e t i c a l u n d e r p i n n i n g s . The second i s t he 
absence of a c o h e r e n t a l t e r n a t i v e s t r a t e g y which c a r r i e s t h e p r o s p e c t of 
anything more than sho r t - t e rm amel io ra t ion of present problems. 
The chosen s t r a t e g y l i e s in r u i n s . The UK's I n f l a t i o n p e r f o r m a n c e , t h e 
prime o f f i c i a l t a r g e t , has not been s i g n i f i c a n t l y b e t t e r than t h a t of o ther 
n a t i o n s which have adop ted l e s s d e f l a t i o n a r y m e a s u r e s . Money supply 
t a r g e t s have been missed by cons iderab le margins. The PSBR, which as has 
been argued h e r e in t h e pa s t i s a most u n d e s i r a b l e concep t t o c o n t r o l , has 
not s u r p r i s i n g l y been c o n s i s t e n t l y above t a r g e t . Publ ic s ec to r monopolies 
c o n t i n u e to s e c u r e t he l a r g e s t pay s e t t l e m e n t s , w h i l e p u b l i c s e c t o r 
i n v e s t m e n t i s c o n t i n u a l l y reduced in volume. The c o s t of t h e chosen 
s t r a t e g y in t e r m s of o u t p u t fo regone has been much g r e a t e r than e x p e c t e d , 
the r e t u r n s to da te almost zero . As argued above, maintenance of p resen t 
p o l i c i e s promises only s t agna t ion . 
Some elements of an a l t e r n a t i v e s t r a t e g y e x i s t inc luding some t h a t don' t run 
a g a i n s t t h e g r a i n of Tory e c o n o m i c p h i l o s o p h y . I n d e e d one m i g h t 
l e g i t i m a t e l y ask what has happened to the pol icy of increased i n c e n t i v e s to 
companies and i n d i v i d u a l s . The a s s i s t a n c e extended to small bus inesses in 
t he budge t i s u n l i k e l y to p rov ide a s i g n i f i c a n t o v e r a l l boos t t o t h e 
economy. Fur ther t h e r e i s no convincing reason why t r a d i n g e n t e r p r i s e s in 
the publ ic s e c t o r , such as B r i t i s h Telecom, B r i t i s h Gas, BR e tc should not 
be a l l o w e d t o borrow on the open market t o fund c a p i t a l e x p e n d i t u r e . 
Remove t h e s t a t e g u a r a n t e e from such b o r r o w i n g s and they need no l o n g e r 
a r t i f i c i a l l y i n f l a t e t he PSBR (and induce t he C h a n c e l l o r t o d e f l a t e t h e 
economy). If the proposed p r o j e c t s offer an economic r a t e of r e t u r n , the 
marke t w i l l fund them. I f they do no t , t he p r o j e c t should be sc rapped 
u n l e s s t h e government i s p r epa red to make a c o n t r i b u t i o n t o i t s c o s t in 
r e f l e c t i o n of any b e n e f i t s to soc ie ty . 
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